The "government-sponsored enterprise" (GSE) system of residential mortgage finance is clearly broken. But what will replace it remains an unanswered question. This paper lays out a vision for how private markets would -if given the opportunity -replace the GSEs and provide a fully functioning secondary market for residential mortgages. In the event that the private sector is deemed inadequate for the task, this paper also proposes a "side-by-side" private/government form of mortgage guarantee that would be superior to the "tail risk" or "catastrophe" government insurance proposals that have circulated as alternatives to the GSEs.
 The credit history of the borrower.
 The employment history of the borrower.
 The borrower's prospective income.
 The proportion of the monthly income that is required to make the monthly mortgage payment.
 The length (term) of the mortgage. The longer is the term of the mortgage, the slower is the pay-down of the loan principal and hence the higher is the probability that the borrower might default with negative equity.
There are also likely to be unobservable factors -due to asymmetric information between the borrower and the lender, whereby the borrower knows more about her repayment possibilities than does the lender. 8 Before the loan is made, the lender faces an "adverse selection" problem in trying to determine who is most likely to repay the loan; after the loan is made, the lender may have difficulty in monitoring the borrower so as to be reassured that the borrower's circumstances don't change so as to make the repayment of the loan less likelywhich is a "moral hazard" problem. Having a repayment schedule that requires monthly payments (as opposed, for example, to solely a "balloon" repayment at the end of the term of the loan) provides some reassurance to the lender; equivalently, a borrower's failure to make a monthly payment may be an "early warning signal" that something is changing with respect to the borrower's repayment ability.
B. Interest rate risk. 7 The other assets of the borrower are partly an indication of the borrower's net worth and her ability to liquidate other assets if the household experiences a negative income shock that would otherwise cause the monthly mortgage payment to be difficult to make. The other assets may also be important in the event of a default and the lender is legally able to (and decides to) make claims -to seek recourse -against those assets. 8 For example, the borrower may have private knowledge as to prospective changes in household employment that might affect the prospects of repayment.
Since a mortgage is typically a long-term lending arrangement, it involves interest rate risk: As interest rates for similar debt instruments change during the term of the loan, one side of the mortgage transaction will be worse off and the other side better off. For example, if interest rates increase during the term of a fixed-rate mortgage (FRM), the lender is worse off (the lender is earning less than the current opportunity costs), while the borrower is better off (the borrower is paying less than the current opportunity costs). For a FRM, the extent of the interest rate risk increases with the term of the loan.
With an adjustable rate mortgage (ARM), for which the current interest rate that is paid adjusts with an index that is linked to market interest rates, it is clear that the borrower is the party who bears the entire interest rate risk. 9 With a FRM (and if the borrower cannot prepay the mortgage), the interest rate risk is shared between the lender and the borrower: As was noted before, if interest rates go up, the borrower gains and the lender loses. In contrast, if interest rates fall below the contract rate for a FRM, the lender benefits (since the FRM is now a more valuable asset), but the borrower loses (since the borrower is paying interest at a rate that is now above current market rates).
However, in the U.S. a mortgage borrower always has the opportunity -the option -to prepay all or part of her mortgage. Effectively, this is a "call" option that the borrower pays for, either at the time of loan origination in the form of a higher interest rate or at the time of prepayment in the form of a fee. If a borrower has complete flexibility of prepayment, then with a FRM all of the interest rate risk is borne by the lender: 10 In addition to having a less valuable asset when interest rates rise above the contract rate, the lender does not get the benefit when interest rates decline below the contract rate, since the borrower will be more likely to pay off the 9 In practice, lenders often place floors and ceilings on how much the interest rate on the loan can change within a given time period, so that the borrower bears somewhat less of the interest rate risk (and the lender bears more). 10 And, again, the interest rate on the mortgage loan will be correspondingly higher.
mortgage and refinance at the lower rate. However, if the borrower must pay a fee at the time of prepayment, the borrower is less likely to prepay (and the lender receives an explicit payment in the event that the borrower does prepay), so that the interest rate risk of the lender is reduced.
C. Addressing credit risk.
1. The "traditional" lending structure. Prior to the 1980s, the predominant form of mortgage lending in the U.S. involved a depository institution -a savings institution or a commercial bank -that originated the mortgage loan and held the loan in its own portfolio, financing the loan through the gathering of deposits. The depository institution dealt directly with the borrower and developed expertise in deciding who was a creditworthy borrower and who was not. In essence, this was a vertically integrated lending process: The origination and investment decisions occurred all within the same organization. Thus, the organization that originated the loan would also bear the costs of poor lending decisions and thereby had a direct incentive to try to make good decisions.
2. The newer securitization structure. With securitization, the lending process has become vertically dis-integrated: The originator of the mortgage doesn't hold it in portfolio but instead sells it to the securitizer. 11 The securitizer buys multiple mortgages and bundles (or pools) them into a multi-mortgage security, which is sold to investors. The investors, thus, have a claim on the stream of interest and principal repayments from the underlying mortgages 12 (which are the collateral for the securities), and the investors are the ultimate source of the finance -they are the effective lenders -for the mortgage borrowers. 13 But the investors are 11 In some instances, if the originator was large enough and had the expertise, the originator might also be the packager. 12 The simplest of these securities are described as "pass-through" securities, whereby the interest and principal repayments of the mortgage borrowers are passed through to the investors (less expenses and fees). 13 Thus, as both a conceptual and a terminological matter, in the vertically dis-integrated securitization model, the "originators" are generally different from the "lenders".
usually not specialists in the skills of origination and, in any event, are separated from the borrowers by at least two levels: the originators, and the securitizer. Accordingly, the basic issue of credit risk arises: How can the investors in mortgage-backed securities (MBS) be reassured of getting their money back?
One advantage for the investors should be noted immediately: Rather than buying individual mortgages -which might involve a great deal of idiosyncratic risk -the investors are buying claims on multiple (usually hundreds) of mortgages; consequently, the "law of large numbers" is likely to provide the benefit of diversification and reduce greatly the idiosyncratic risk element. Also, a package of mortgages can provide geographic diversification, so that the consequences of local economic shocks are dampened.
14 Also, the originators may offer detailed information ("representations and warranties") about the quality of the underlying mortgages that have gone into the MBS. But the investors may not be familiar with the originators or their reputations; and the possibility of an originator's bankruptcy would limit the value of any prior assurances. Consequently, the investors are more likely to look to the securitizer from whom they directly purchase for reassurance. So, how can the securitizer reassure the investors as to credit risk?
One simple solution is for the government to provide an explicit guarantee to the investors. The has been the route undertaken by Government National Mortgage Association (Ginnie Mae), which is an agency within the U.S. Department of Housing and Urban Development (HUD) that guarantees MBS that are based on mortgage loans that have been insured by the Federal Housing Administration (FHA) and/or the U.S. Department of Veterans 14 Although the traditional model involved the depository institution's holding many mortgages and thus getting the benefit of the law of large numbers, the legal limitations on the geographic locations of depository institutions that prevailed in the U.S. prior to the 1990s meant that most depository institutions were locally oriented and thus were subject to the adverse effects of local economic shocks.
Affairs (VA). 15 In essence, this pushes the credit risk issue on to the government guarantorwith, of course, the risk that the government guarantor will inadequately deal with the credit risk problem, which then becomes a problem for taxpayers.
A quite similar solution was to have Fannie Mae and Freddie Mac, as GSEs, be the securitizers and directly provide the guarantees. 16 Though the two companies were organized as "normal" corporations, with tens of thousands of shareholders and stock that was traded on the New York Stock Exchange, there were enough special features to these companies that the financial markets treated them as special -as GSEs -and believed that their financial obligations (including the guarantees on the MBS that they issued) carried an "implicit guarantee" from the federal government. 17 In the end, this belief turned out to be correct. And the credit risk problem that the GSEs took over from the MBS investors has indeed become the taxpayers' problem.
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In the absence of government guarantees (explicit or implicit), "private label" securitizers have had to devise alternative methods for reassuring investors. The most prominent method has been to partition or "tranche" the securities, so that there is a "junior" security that is the first to absorb the losses from defaults by the underlying mortgage borrowers and a "senior" security that would be buffered by the junior security against those initial default losses (until the losses have mounted so high as to absorb all of the investment in the junior security). 19 In essence, the 15 It is surely no accident that the first issuance of residential MBS in 1970 carried the guarantee of Ginnie Mae. 16 Again, it was probably no accident that Freddie Mac was a "fast second" in issuing residential MBS in 1971. Fannie Mae's first issuance of MBS was in 1981. 17 See Frame and White (2005) for an overview and Acharya et al. (2011) for an updated picture. 18 As this is written, the U.S. Treasury has had to supply approximately $150 billion as a capital contribution to cover the negative net worths of the two GSEs, and this sum is likely to rise to at least $200 billion and perhaps as high as $400 billion. 19 In practice, there are almost always more tranches, with a gradated seniority structure, so that the lower tranches bear greater risk and the higher tranches bear less. With tranching, the securities no longer have a simple passthrough structure. The weighted average of the interest rates paid to the junior and senior securities will roughly junior security is providing protection for the senior security, and the relative size of the junior security will be crucial for determining the extent of the protection for -the riskiness of -the senior security (for any given quality of the underlying collateral).
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Additional methods of providing reassurance to MBS investors include: guarantees from financially strong third parties (e.g., insurance companies) for some or all of the tranches of a security; the over-collateralization of the mortgage pool, so as to provide an additional "equity"
buffer to protect the MBS holders; and the "excess spread" -the difference between what the mortgage borrowers pay in interest and what the MBS investors receive -can be placed in a reserve account that provides a buffer for investors. These methods are not mutually exclusive (nor are they incompatible with tranching).
Further, unless they have sufficient analytical skills of their own, non-specialist MBS investors are likely to seek independent third-party advice as to the creditworthiness of the securities (or the appropriateness of the tranching structure, given the quality of the underlying collateral, etc.) from credit rating agencies or other creditworthiness advisory services.
D. Addressing Interest Rate Risk.
As was discussed above, with FRMs, the lender -either the depository institution in the "traditional" model or the securities investor in the securitization model -bears some or all of the interest rate risk. Since the typical FRM has a 30-year term, this risk is substantial. Indeed, it was insufficient attention to these risks on the part of savings institutions and policy makers that was the initial cause of the woes of the savings and loan (S&L) industry in the late 1970s
equal the interest that the overall pass-through security would carry (which, in turn, roughly equals the average interest rate on the underlying mortgages, minus any fees, etc.). 20 Also, if the securitizer itself were to retain the junior security, this retention would provide even greater assurance to the investors in the senior security, as an indication that the securitizer (who, presumably, knows more about the characteristics of the underlying mortgages than does the investor) believes that the quality of the underlying mortgages is high.
and early 1980s. 21 Since that time, depository institutions have been "encouraged" by their prudential regulators to try to hedge their interest rate risk (e.g., through the use of interest rate derivatives) and/or to originate and hold more ARMs and/or to sell their FRMs into the secondary market.
Under the securitization model, the interest rate risk is borne by the securities holders. In turn, the investors can hedge these risks with interest rate derivatives. Alternatively, the cash flows from the underlying mortgages can be "sliced and diced" so that some investors are more buffered from interest rate risk (while exposing other investors to heightened interest rate risk).
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As was discussed above, the ability of the borrower to prepay all or part of the mortgage places additional interest rate risk onto the lender (or on the MBS investor in the securitization model). In essence, the ability to prepay is an option that either is paid for explicitly through a prepayment fee at the time of the exercise of the option (i.e., at the time of any prepayment) or is paid for at the time of origination through a higher interest rate (which would likely reflect the lender's expectation of the costs of the exercise of the option). A system of explicit prepayment fees thus reduces the lender's interest rate risk and translates into lower interest rates for the mortgage.
23 21 In essence, the S&Ls were "borrowing short" (i.e., funding themselves through short-term deposits) and lending long" (originating and holding 30-year FRMs). Although interest rate risk was the initial source of difficulties for the S&L industry, it was "old fashioned" credit risk (and inadequate prudential regulation) on the subsequent investments by the industry that ultimately caused the S&L debacle of the late 1980s and early 1990s. For further discussion, see White (1991) . 22 For example, the cash flows could be structured so that some security holders would receive a more even flow of payments, while the holders of counterpart securities would receive a correspondingly more erratic pattern of payments. 23 Jaffee (2010, p. 23) suggests that the absence of prepayment fees on standard U.S. FRMs adds about 50 basis points (0.5 percentage points) to residential mortgage interest rates.
III. The Way Forward
A. The appropriate goals for a housing finance system.
In order to consider alternatives to the GSE system, it is worthwhile to begin with a statement of the appropriate goals for a housing finance system -including a statement of what ought not be the goals for housing finance.
Fundamentally, housing finance should embody the true societal costs -the opportunity costs -of lending for home purchases. Those costs encompass the fundamental time value of money, the costs of credit risk (i.e., the probabilities and costs of non-repayment), the costs of interest rate risks, and the costs associated with a mortgage's being a relatively illiquid instrument.
Equally important is what a housing finance system should not try to do:
 It should not try to address the positive social externality or spillover effect from home ownership (such as home owner's greater likelihood of becoming involved in community governance issues). Those externalities are better addressed by separate programs that focus directly on the externality: e.g., by specifically encouraging otherwise qualified low-and moderate-income households to become first-time home owners.
 It should not try to be a vehicle for accomplishing income redistribution. Income redistribution is best addressed through explicit programs that involve cash transfers rather than in-kind transfers and subsidies. Thus an emphasis on "affordable housing" should not be part of the housing finance system. Again, this goal is best addressed through separate programs.
 It should not try to be a vehicle for maintaining residential property values.
 It should not try to be a vehicle for supporting employment in the home building, real estate brokerage, or mortgage lending industries.
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B. Buffering the U.S. economy from a housing collapse.
The deflation and then collapse of the U.S. housing bubble, beginning in 2006, has had devastating consequences for the U.S. economy. Although it would seem that the avoidance of a similar collapse in the future ought also to be a goal of a housing finance system, that goal may be too much to require from housing finance. However, buffering the U.S. economy from the consequences of a collapse -or, at least greatly reducing the consequences -is a reasonable
goal. But that goal should be achieved outside of housing finance: through better prudential regulation -and especially higher capital requirements -for large systemic financial institutions.
This important point is best illustrated by a comparison of the consequences of the collapses of two recent bubbles: the collapse of the "tech" stock market bubble of the late 1990s, and the collapse of the housing bubble. Both collapses were of surprisingly equal magnitudes:
aggregate losses of about $7 trillion each. 25 However, their consequences were nowhere near comparable. The former collapse led to a comparatively mild recession of the U.S. economy; the latter collapse led to the "Great Recession," the reverberations of which -especially with respect to U.S. unemployment -are still being felt strongly.
Why the difference? The losses from the collapse of the tech bubble were largely absorbed by households: through their direct holdings of equities, through their holdings of equities-based mutual funds, and through their pension funds' holding of equities. In essence, 24 As a more general matter, housing policy should not be relying on incentives, such as the deductibility of mortgage interest expenses by owner-occupiers for income tax purposes, which has the effect of encouraging households to borrow more than they otherwise would and thus to purchase more house (and more land) than they otherwise would. It also encourages excessive leveraging and the extraction of equity from housing, which makes homeowners more prone to default on their mortgages. Similarly, exempting owner-occupiers from capital gains taxes encourages investment in excessively large houses on excessively large lots. 25 Greater detail can be found in White (2011), on which this discussion draws.
these were unleveraged holdings of the equities. The losses were borne; the households were poorer; they adjusted (downward) their spending; there were (negative, but comparatively mild) macroeconomic consequences; and the economy moved on.
In contrast, although most of the losses of the housing collapse have been absorbed by households, a non-trivial fraction of the losses -about $1.3 trillion 26 -has been transferred to the financial sector through mortgage defaults and the consequent losses on the mortgages and MBS that have experienced the defaults. This $1.3 trillion in losses has devastated the financial sector -because important parts of the financial sector (specifically, depository institutions, investment banks, the GSEs, and [to a more limited extent] insurance companies) are thinly capitalized (highly leveraged) and did not have sufficient capital (in essence, net worth) to absorb the losses.
Those losses and the fears of consequent insolvencies and bankruptcies, compounded by uncertainties as to who exactly would bear the losses, caused the financial sector to freeze in the late summer of 2008. In turn, the U.S. stock market collapsed (which greatly magnified the loss of wealth for U.S. households), and far greater damage was inflicted on the U.S. economy.
There is, then, an important lesson from this comparison of the collapses of the two bubbles: Regardless of the system of housing finance that replaces the GSEs, prudential regulation of the financial sector must be greatly strengthened -with higher capital levels, so that the sector can survive even a collapse of the magnitude that was recently experienced.
C. A largely private residential mortgage finance system.
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A largely 28 private residential mortgage finance system would have two major components: financing through depository institutions, and financing through private securitizations.
29
1. Financing through depository institutions. What is often forgotten in the discussion of the future of mortgage finance is that the "traditional" vertically integrated form of mortgage finance through depository institutions remains as a significant part of the U.S. mortgage system.
As of year-end 2007 (before the trauma of the financial crisis), U.S. depository institutions held 30% of the value of all single-family mortgages outstanding. 30 This share was surely adversely affected by the special advantages that the GSEs had had vis-a-vis the depository institutions:
The GSEs could borrow at especially favorable rates because of their GSE status; they had lower capital requirements (2.5%) for holding whole loan mortgages in their portfolios than did the depository institutions (4%); and the GSEs were required to hold only 0.45% capital against the credit risk on their MBS on which they issued guarantees (and if the depository institutions chose to hold the GSEs' MBS in their portfolios instead of whole loans, they were required to hold only 1.6% capital instead of 4%).
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Without the GSEs and their special advantages, the depositories' share of the residential mortgage market would likely be at least as large as their 30% share in 2007, and probably larger. The depositories' share would surely be yet larger if "covered bonds" -a bond that represents a claim on a depository institution but that also has specific mortgages as collateral, 28 I use the term "largely", rather than "wholly", because FHA/VA mortgage insurance and Ginnie Mae guarantees on their securitizations are likely to remain; but FHA should be more directly focused on low-and moderate-income households, so as to encourage them to become first-time home owners. 29 As Jaffee (2010) and Acharya et al. (2011, ch. 8 ) point out, many European countries have been able to maintain largely private residential mortgage finance systems and maintain higher rates of home ownership than is true for the U.S. 30 These data are from the Federal Reserve's "Flow of Funds"; see Frame and White (2011) for more detail. This 30% encompasses depository institution's holding of "whole loan" mortgages and does not include their holdings of MBS. 31 This last capital advantage for the GSEs -that the total capital that needed to be held for mortgages that became MBS and were bought by banks was only 2.05% (= 0.45 + 1.6) -illustrates an important point for prudential regulation: Capital requirements for similar instruments need to be set similarly across the array of prudentially regulated financial institutions. Otherwise, like water flowing downhill, mortgages will flow to where the capital requirements are the lowest (i.e., where they can be leveraged to the greatest extent).
which are widely used in Europe -become more prevalent in the U.S. 32 The mortgages that are likely to be held in depositories' portfolios would include ARMs and non-standard mortgages that a depository's loan officer believes to be a good credit risk (because of "soft" information about the borrower that convinces the loan officer that the borrower is a good risk but may be difficult to convey in a standardized form to the securitization markets); but, also, in the absence of the GSEs' special advantages, depository institutions should also find worthwhile holding more mortgages that previously would have been sold to the GSEs.
2. "Private label" securitization. Prior to and alongside the explosion of subprime mortgage securitization of the decade of the 2000s, the securitization of "private label" securities (PLS) -i.e., MBS securitization by private-sector entities that weren't Fannie Mae or Freddie
Mac or didn't have a guarantee from Ginnie Mae -that were composed of "prime jumbo" mortgages (i.e., high-quality mortgages that were larger in value than the "conforming loan"
limits that applied to the GSEs) were a small but non-trivial part of the overall securitization market. 33 The implosion of sub-prime securitizations in 2007 and 2008 brought down all PLS MBS with them.
The GSEs and Ginnie Mae securitizations have expanded to fill the breach, so that over 90% of recent originations have been sold to the GSEs or securitized with a Ginnie Mae guarantee. 34 But with the GSEs and Ginnie Mae having filled the breach, it is now hard for PLS 32 This kind of structure is familiar in the U.S. market in the form of repurchase agreements ("repos") and advances (loans) to depository institutions from the Federal Home Loan Bank System. For further discussion of covered bonds, see Packer et al. (2007) . As is discussed below, life insurance companies and pension funds -as issuers of long-lived liabilities -are natural customers for the long-lived assets that arise from 30-year FRMs. Covered bonds (in addition to the senior tranches of "private label" securitizations that are discussed below) may be another financial instrument that encourage those categories of investors to these assets. 33 As of year-end 2000, before the mushrooming of sub-prime securitization, the private label MBS outstanding totaled $385.5 billion. This was approximately 13% of all outstanding MBS plus mortgages held in portfolio by the GSEs. 34 Aiding that expansion has been the expansion of the conforming loan limit for the GSEs in high housing cost areas. Whereas the conforming loan limit was generally $417,000 in 2007 (and it remains at that level in most MBS to re-establish itself. In essence, the PLS MBS (and also depository originate-and-hold transactions) have been "crowded out" of the market by the expanded presence of the GSEs and The general level of mortgage interest rates would be higher than they have been during the reign of the GSEs. This is an unavoidable consequence of the replacement of the GSEs -and their unpriced government guarantees -with a private-sector alternative. However, that increase is not likely to be large. The pre-crisis consensus of estimates for the effects of the GSEs in keeping mortgage interest rates low -which were largely driven by data that compared the mortgage rates on conforming loans with the rates on otherwise similar jumbo loans -placed that differential at about 25 basis points (0.25 percentage points).
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This seems to be a reasonable estimate of the net increase in a post-crisis environment.
Further, given the presence of widespread subsidies for the consumption and construction of housing, especially through the income tax code, a reduction in the subsidy that occurs directly through housing finance would be an economically sensible move toward a more efficient allocation of the nation's resources.
D. How to get from here to there. 36 If, for some reason, there seems to be an institutional barrier to the provision of adequate information for these securitizations, that would be a suitable area for government regulation. 37 See Frame and White (2005) for a discussion.
As was discussed above, PLS MBS and depository institutions have largely been crowded out in the current environment by the GSEs and Ginnie Mae. Unless something changes, this crowding out will persist.
There are two clear paths to "crowding in" (i.e., reducing the crowding out of) the private sector; these two paths are not mutually exclusive: As the guarantee fee increases, the GSE MBS would be less attractive to investors, which would open opportunities for PLS MBS and depository institutions. This would also have the advantage of, in the interim, earning a bit more income for the GSEs and thus reducing the burden that will eventually have to be absorbed by the U.S. taxpayer.
E. An alternative approach, with a side-by-side government guarantee.
There appears to be a widespread belief that a private residential mortgage finance system may not be viable and that some form of government guarantee for mortgages is 38 Also, along with the reduction in new business, to which both routes point, the GSEs' portfolios of mortgages should be gradually shrunk. 39 This shrinkage should also apply to FHA loans (and thus Ginnie Mae securitizations), with the goal that FHA should be focusing on providing assistance to low-and moderate-income households, so as to encourage them to become home owners. This would imply substantially lower loan limits than even the $271,050 amount (which is 65% of the GSEs' $417,000 conforming loan limit) that applies to FHA loans in areas without high housing costs. 40 This route was recently proposed by Hempton (2011). necessary. The discussion above argues otherwise. Nevertheless, it is worth considering what a government guarantee system -if that is the policy route that is chosen -ought to look like.
The prominent proposals appear to involve a system of private guarantees that would be provided on MBS, 41 with the federal government providing "catastrophic" or "tail-risk"
insurance, in the event that a private guarantor fails and cannot honor fully its guarantees. 42 The federal government would charge an appropriate price for this back-up insurance.
As compared with the current GSE system, these proposals have a clear set of advantages: The government guarantee would be explicit; it would be priced; it would be onbudget; and it would apply only to the MBS and not to the private guarantors (or to the nonmortgage obligations of the guarantors). 43 And, if one believes that, in the event of another mortgage crisis, the federal government would inevitably come to the rescue anyway, at least the government will have received the guarantee fee revenue in return for its eventual rescue actions. 44 However, there is a major drawback: the pricing of the government guarantee. There would be no market or other transparent basis for the pricing of the guarantee. The political pressures for the government to under-price this tail-risk guarantee would surely be substantial;
and the pricing problem would be even worse if there are multiple classes of securities (with varying qualities of underlying mortgages) that carried government guarantees. This underpricing would thus become a renewed vehicle for the government subsidization of mortgage borrowing.
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As an alternative, consider the following: 47 The federal government would offer "sideby-side" insurance, alongside private MBS guarantors. 48 An initial ratio would be, say, 25%
private and 75% government.
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The guarantee would apply only to MBS that had prime mortgages (i.e., those that had a 20% down payment, suitably high FICO scores, and suitably low housing cost/income ratios) as collateral; 50 it would not be mandatory. The crucial point of this arrangement is the following: The pricing of the government portion of the MBS guarantee would be entirely passive and would match the private guarantors' pricing. Thus the pricing of the government guarantee would be driven by the market pricing of the private guarantors.
A second advantage to this approach is that it has a natural path toward the private system that was discussed above: If the capital and other resources to support the private guarantor function proves strong, the government percentage can be reduced over time, with the eventual goal of establishing that private system.
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IV. Conclusion
The GSE system of residential mortgage finance is clearly broken. But what will replace it remains an unanswered question.
This paper has laid out the argument for a mortgage finance system that would rely on private markets. It also offers an alternative proposal for a side-by-side government guarantee that would be superior to the "tail-risk" proposals that are currently circulating.
Under either approach, residential mortgage finance would be a well-functioning system.
Grass would not grow in the streets of America. But grass would continue to grow in the backyards of America.
